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[On March 3, 1987, Richard E. Feinberg, vice president of the Overseas Development Council,
testified before the House Subcommittee on International Development Institutions (Committee on
Banking, Finance, and Urban Affairs) on the topic of third world debt. Highlights of his testmony are
summarized below.]
Balance sheet on the Baker Initiative US Treasury Secretary James Baker introduced in October 1985
a three-year plan toward alleviating the debt burden of Third World countries while also expanding
their economies. To attain the Baker plan's objectives, three conditions must be met: 1) reducing
net capital outflow from developing nations; 2) global economic conditions that stimulate growth in
debtor nations; and 3) improved use of resources by developing countries.
According to Feinberg, since October 1985, there is evidence of only the third condition being met.
For instnace, as of March, 1987, eight of the 15 major debtors had signed standby agreements with
the International Monetary Fund, and ten had accepted World Bank conditional loans requiring
significant structural reforms.
"The developing countries' efforts have not been rewarded by a supportive external
environment...Global growth is subdued...World trade grew by a modest 4% last year, and non-oil
commodity prices fell by 10% relative to the prices of manufactured exports, to their lowest level in
at least 50 years. "Especially disappointing has been the performance of international lenders...US
banks sliced their outstanding credits to non-OPEC developing countries by $8 billion in the first
three quarters of 1986, and by $5 billion to the 15 major debtors.
"The banks consider many of the debtors still to be uncreditworthy...For Latin American nations,
the ratio of interest payments to export revenues remains stuck at an unhealthy 25%, while the
total debt/GDP ratio hovers near 50%...The banks may also feel under less pressure to lend. Having
strengthened their capital base and built reserves, they feel less vulnerable to the threats of most
debtors."
Feinberg proceeded to discuss the efforts of official lenders. While the World Bank has struggled
to expand lending to major debtors, its efforts were offset by the International Monetary Fund. IMF
net lending to the 15 major debtors dropped from $3.8 billion in 1984 to $1.7 billion in 1985, and fell
to a slightly negative sum in 1986. "Ironically, although the debtors were never signatories to the
Baker Initiative, many have fulfilled their assigned role, while the United States and other creditor
nations have failed to provide the stimulating external environment, and the necessary capital flows,
that would enable the Third World's adjustment efforts to bear fruit." The resource drain As a result
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of massive debt in poor countries, the traditional resource flow from rich to poor nations has been
reversed.
In the 1978-81 period, Latin America benefited from a $62 billion positive resource transfer. "Over
the last five years, Latin America has been obliged to transfer $132 billion to foreign creditors...In
1986, developing nations' interest payments and amortization of long-term debt surpassed new
lending by about $30 billion. Private creditors were the main beneficiaries of this tremendous
capital outflow. In addition, the IMF drained another $5 billion in resources from countries still
struggling to stabilize their economies." The magnitude and persistence of the negative capital flow
for developing countries have become major obstacles to renewed growth. Significant interest rate
reductions do not seem likely. Consequently, the resource drain will continue to deprive developing
nations of a large portion of their savings, inflate their budget deficits and constrain growth.
Redistributing the costs
US financial and manufacturing concerns have experienced significant losses as an outcome of the
debt problem. Due to contraction of Third World markets, US exports dropped from $92 billion in
1982 to $73 billion in 1985. Private banks have sustained some loan losses, and have been required
to set aside reserves against "value impaired" loans. "But the losses sustained so far by the US
economy and the private banks pale in comparison to the costs paid by many developing natins. Per
capita income in Latin America today is 8% lower than it was in 1981, and wages have dropped by
30-40% in some countries."
Feinberg then declared that this allocation of the debt burden does not suit long-term US interests.
First, the interests of the banks are placed above those of US export- oriented manufacturers and
farmers. Next, it creates a "chronic sore point in our diplomatic relations with the Third World,
and allows our enemies to cast the United States as a callous and exploitative nation." Economic
instability threatens civilian governments, and stagnation will destroy the legitimacy of economic
reforms throughout the Third World. Since 1982, commercial banks have reduced their exposure
to the Third World as a percentage of total assets and of capital, and rising divided payouts reflect
"good profitability" at most of the major international banks. Consequently, said Feinberg, the
banks could begin absorbing a higher proportion of the costs. "
According to the Federal Reserve Board, an elimination of the spreads on latin American debts
could cut pre-tax earnings of nine money center US banks by 13% and 15 other large regional banks
by 6%. Forgiveness of 30% of bank debt by latin America could shave off 24% of the pre-tax earnings
of 15 large regional banks, and could prejudice money center banks even more. Economists at
Salomon Brothers believe that the bright outlook for bank profits would allow alrge write offs with
feasible losses. They project that the major banks could prudently write off nearly 40% of their loans
to the major Latin American debotrs Argentina, Brazil, Mexico and Venezuela without impairing
equity ratios." Despite all of the above, keeping the US banking system solvent constrains the size
of the banks' contribution in sharing the debt burden. Thus, official lenders must not only continue
current efforts, but expand them. The IMF, said Feinberg, "should marshall its sizable reserves
to assist nations undertaking sound economic reforms. The World Bank can further increase its
financial contribution by speeding the approval of loans, and increasing the size of loans supporting
quality reform programs."
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Equitable adjustment
A revised debt strategy must reduce the reverse resource drain and thus stimulate adjustment with
growth. An equitable adjustment strategy, said Feinberg, could be premised on the following: 1)
Establish target figures for reducing the resource drain. Country targets could be determined by the
World Bank and each debtor nation to be consistent with reasonable rates of economic expansion.
In each country case, official lenders may expand resource flows, and banks could decide whether to
reduce the gap between interest bill and new money by extending new loans or accepting less debt
service. 2) Adopt a genuinely case-by-case approach. Some countries simply require debt relief if
they are to resume investment and growth. "An implicit market differentiation is already occuring,
as banks halt lending to such countries and fail to impose legal sanctions even though arrears are
accumulating. But this messy arrangement clouds the debtor's econoimc future."
Instead, a case-by-case approach should be explicit, and "would provide fresh lending to countries
where this can lead to renewed creditworthiness, while admitting that some debtors simply cannot
carry their existing burdens and grow." 3) Safeguard and improve developing countries' trade
access to industrial nations' markets. 4) Make debt resolutions and growth in the developing nations
a goal of efforts at global economic coordination.
"The IMF staff might generate and publicize indicators of desirable industrial-country performance
consistent with global prosperity." Congressional contribution Congress should act swiftly to
approve a general capital increase for the World Bank in order to permit the institution to provide
significant positive net resource transfers to developing nations, as well as supporting proposed
authorizations for the Asian Development Fund and the African Development Fund. Congress
can help create the "public atmosphere in which the commercial banks feel they ought to play a
constructive role."
Next, policymakers could work with regulatory authorities to be assured that federal regulations do
not prevent banks from treating Third World debt with the necessary flexibility. Feinberg also called
on Congress to avoid protectionism, stating that a reduction in the reverse resource drain is a "better
way to improve the US trade balance." Finally, the lawmakers were reminded that "responsible
fiscal policies" in the United States promote world economic growth. [From "Third World Debt"
Hearings, House of Representatives, 100th Congress, First Session on H.R. 3, A bill to enhance the
competitiveness of American industry, and for other purposes, March 3 and 4, 1987. US Government
Printing Office, Washington, DC 1987 (Serial No. 100-7).]
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